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ECON203, Trimester 2 2016 


Answer any FOUR (4) of the EIGHT (8) questions provided 
All questions are of equal value 


Describe the basic balance-sheet equation of a commercial bank and use it to explain 
the profitability versus safety dilemma facing bank management. 


2. Define ‘interest rate risk’. Explain the two types of interest rate risk. Explain duration 
and bond properties and describe how an investor with a given holding period can use 
duration to reduce interest rate risk? 


3. | Howcan finance companies manage their interest rate, liquidity and credit risks? What 
are the advantages or disadvantages of finance companies over depository 
institutions? 


4. Answer ALL THREE Parts: 


A. Does an increase in age pension payments affect the money supply? Explain. 

B. Do payments received by Australian coal miners for their direct exports of coal 
affect the money supply? Explain. 

C. At the end of an international holiday you have $US300 left which you exchange at 
the airport for Australian dollars. What is the effect of this exchange on the money 
supply? Explain. 


5. What does the term “adverse selection” mean in insurance markets? Illustrate your 
answer by means of at least two examples drawn from insurance markets. 


6. Identify the major differences between the futures market and the forward market and 
consider the advantages and disadvantages of using each of these markets. 


7. How does the prudential framework manage the liquidity risk of regulated institutions? 
Why is this important? 


8. Why are convertible securities more attractive to investors than simply holding a firm’s 
preference shares or corporate bonds? 
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